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Chapter 9
Footwear and Leather Manufacturing Enterprises
9.1. Introduction
In the previous chapter, we discussed the case studies of enterprises in the beverage
industry. In this chapter, we present case studies of enterprises in the footwear and
leather industry in Eritrea in order to explore and explain how state-owned footwear
and leather enterprises are restructuring and how their managers are trying to create
value. The footwear and leather enterprises selected in this study are Dahlack Shoe
Factory, Deluxe Shoe Factory, Keih Bahri Tannery and Asmara Pickling Tannery.
The results of the financial data, questionnaire data and structured management
interviews are analysed and presented in this chapter.
     In this chapter, we will examine the case of Dahlack Shoe Factory in depth
because it shows the challenges that the footwear and leather enterprises are facing.
However, we are also making cross-case studies among the footwear and leather
enterprises studied to highlight the similarities and differences of privatisation,
restructuring and value creation issues. In the following sections we describe and
analyse the operations, investment and financing, governance and value creation
(loss) of the Dahlack Shoe Factory and we also compare it to the other footwear and
leather enterprises studied.
     In sections 9.2-9.5, we examine the case study of Dahlack Shoe Factory and cross-
case studies of the enterprises in the footwear and leather manufacturing industry. In
section 9.6, we present the general overview of the footwear and leather industry
(hereafter referred as FLI) in Eritrea and in section 9.7, we conclude the chapter by
highlighting the findings of the case studies.
9.2. Operations of Dahlack Shoe Factory and the other Footwear and Leather
       Enterprises
9.2.1. Operations Performance of Dahlack Shoe Factory
     The income statement provides data for measuring the operating performance of an
enterprise. In order to assess whether and how the Dahlack Shoe Factory operations
are helping in the creation of value; we analysed operating profits, sales, cost of sales,
material costs and productivity of the enterprise. These measures indicate whether the
operating performance of an enterprise is improving or declining. Table 9-1 shows the
operating performance of Dahlack Shoe Factory and the FLI enterprises studied.
     The operating profits of the company improved from 1.2 million Nakfa in 1991/92
to 9.1 million Nakfa in 1995, however, the operating profits declined to 3.4 million
Nakfa in 1997. The operating profit margin of the company also was 23% in 1991/92
and 22% in 1995, but declined to 9% in 1997 due to a slight decrease in sales and an
increase in costs.
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Table 9-1 Operating Results of Dahlack and the FLI enterprises studied.
                 [Amounts in 1,000 Nakfa]









Sales 5,081 40,706 38,896 26,112 10,795 69,653 72,049 49,015
Cost of sales 3,459 30,597 34,535 21,517 8,249 50,073 58,180 36,854
    Materials 2 1,633 24,124 29,785 17,154 6,497 39,340 50,142 29,963
    Other costs3 1,082   6,791  9,492   5,871 2,899 15,799 14,044 10,014
Operating expenses4 443 988 916 799 1,314 3,296 3,094 2,723
Operating  profit 1,179 9,121 3,445 3,796 1,232 16,284 10,775 9,438
# of Employees5 583 525 560 593 1,100 953 949 1,061
Profit margin6 23% 22% 9% 15% 11% 23% 15% 19%
Value added per7
employee
3 19 8 8 2 21 15 12
Source : based on annual accounts received on request by the courtesy of the companies
Notes.1. Annual average is computed for the years 1991/92-1997.
           2. Materials show the cost of materials placed in production. It also includes material cost for
               those still in inventory and thus, materials and other costs do not add up to the cost of sales.
           3. Other costs include labour, power, depreciation and other production costs.
           4. Operating expenses include sales and administrative expenses.
           5. Number of employees is an average number of employees for the year
           6. Profit margin is computed by dividing the operating profits by sales.
           7. Value added per employee is computed as follows: (sales-cost of sales)/number of employees.
     The sales of the company increased from 5.1 million Nakfa in 1991/92 to 40.7
million Nakfa in 1995, but it slightly declined to 38.9 million Nakfa in 1997. The core
products of the company are plastic shoes and working and military leather boots. The
company has lost its market share of plastic shoes in Ethiopia due to the present war.
However, the workmen and military leather boots are in high demand locally as well
as in the Great Lakes region of Africa such as Uganda, Burundi and Democratic
Republic of Congo. The factory improved its sales by conducting market research,
introducing new products in plastic shoes and changing the selling methods.
According to the financial manager of the company:
 "When I was working in another shoe factory, I heard that the Dahlack Shoe
Factory was profitable and liquid. I was thinking that it had products that sell
themselves without any effort, such as cheap, easily marketable products that
low-income customers can afford. However, to the contrary of my belief, when I
was hired here, I found out that a lot of efforts are made to improve sales. The
factory sent an employee to Ethiopia to conduct market research and to
introduce our products to customers. This has helped us to identify who our
competitors are and to know the taste of our customers in the different age
groups. In addition, this person has helped the customers in opening letters of
credits when the Ethiopian Government enacted a new law to use hard currency
for all trades between Ethiopia and Eritrea, at the end of 1997. Moreover, the
factory used to sell its products to Eritrean wholesalers and they were in turn
selling the shoes at the Ethiopian markets. However, the company changed its
selling method and started directly selling to the Ethiopian wholesalers. This
facilitated the selling process and eliminated the commission charges of the
Eritrean wholesalers. Thus, it made our products competitive in the Ethiopian
markets."
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The experience of Dahlack Shoe Factory evidences that organising distribution
channels through effective agents can help companies in marketing products and in
providing up to date market intelligence to keep pace with changing market condition.
     The cost of sales represents the cost of manufacturing the products sold in a
company. The cost of sales of Dahlack Shoe Factory increased from 3.5 million Nakfa
in 1991/92 to 30.6 million Nakfa in 1995 and further increased to 34.5 million Nakfa
in 1997. Comparison of the material costs and other manufacturing costs of the
company revealed that the major cost element is materials. The material costs of the
company increased from 1.6 million Nakfa in 1991/92 to 24.1 million Nakfa in 1995
and further increased to 29.8 million Nakfa in 1997 due to the increase in production
and the increase in the price of raw materials. The main types of raw materials that are
used for shoe production are leather, plastic and canvas and except leather, they are all
imported. In order to lower materials costs and increase profit margins, the managers
need to source materials from suppliers who can offer quality materials at low prices.
The managers have attempted to reduce material costs using alternative sources of
suppliers. The company had been purchasing plastic granules from Europe, however,
in order to reduce the purchase price, the company shifted to buying the same material
from Saudi Arabia. The general manager of Dahlack Shoe Factory reported: “Even
though it took a lot of efforts to convince the supplier, importing raw material from a
neighbouring country reduced the transportation cost of material by US$ 100 per ton
and helped the company to become competitive.” In addition, the management has
also started purchasing canvas at a cheaper price from India. These evidence that
improving materials management, diversifying sources of raw materials to those
countries that are competitive, training on materials management and logistics assist
in the improvement of cost efficiency.
      The value added per employee increased from 3 thousand Nakfa in 1991/92 to 19
thousand Nakfa in 1995, but decreased to 8 thousand Nakfa in 1997. The number of
employees decreased from 583 in 1991/92 to 525 in 1995 and the sales of the
company have increased during this period and thus, resulted in a higher value added
per employee. However, the value added decreased in 1997 because the number of
employees increased to 560 and sales slightly declined. In the interviews, the
managers revealed that outdated machinery is increasing the maintenance and repair
costs and decreasing the productivity of the factory. According to the general manager
of Dahlack Shoe Factory: "The old machines consume energy, require many workers
and produce a limited output. If the machines were replaced by new technology, we
would have reduced the number of workers by half and we would have produced a
large amount of output. The efficiency of the company is hampered by the old
technology." In addition, the managers indicated that energy costs are high but only
the State can influence energy tariffs.
     The analysis of the operating data evidences that the company operations improved
in 1995, but the increase in material costs and the slight decline in sales decreased the
operating profits of the company in 1997.
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9.2.2 Managers’ Responses to Operational Restructuring Questionnaires
Table 9-2 presents a summary of the managers’ responses to the operational
restructuring activities questionnaires of Dahlack Shoe Factory and of the FLI in
general.
Table 9-2 Summary of Managers' Responses to Operational Rrestructuring
                 Activities
Activities Dahlack Shoe All FLI Enterprises
R E CF R E CF
Number of respondents 4 4 4 13 13 13
Revenue Seek new markets 3 2.5 9 2.8 2.3 17
Increase exports 3 2.3 7 2.7 2.4 17
Drop product price 1.8 1.5 0 1.9 1.9 6
Increase product price 1.5 1.5 0 1.3 1.4 4
Strengthen marketing 3 2 1 2.5 2.2 9
Establish sales office 1.5 1 3 1.3 1.2 4
Increase advertising 1.3 1.5 3 1.8 1.9 9
Cost
Reduce employment 2 1.3 2 1.5 1.2 9
Cut wages 1 1 0 1 1 0
Increase employment 1 1 0 1 1 1
Increase wages 2.3 1.5 3 1.9 1.7 12
Being selective to suppliers 3 2.5 5 2.4 2.2 10
More effective use of resources 2.5 2.5 4 2.5 2.5 15
Other
Operations Change product quality 2.8 2.5 8 2.5 2.5 26
Change area of activity 1.5 1.5 5 1.3 1.3 7
Change of production mix 2.5 2 6 1.8 1.9 8
Improve production efficiency 2.3 2.3 4 2.5 2.4 18
Source: Primary data collected by using questionnaires
Legend: The cells on the table refer to the average of the marks given by managers on relevance (R),
management team empowerment (E ) and the sum of marks given by managers on criticality of the
activities in the future (CF ). For R and E a score of 2.5 to 3 indicates high relevance or influence, a
score of 2 to 2.4 means some relevance or influence and a score of less than 2  represents low relevance
or influence. For CF, a high sum score shows a high criticality rank of an activity in creating value.
Table 9-2 reveals that from the revenue generating activities seeking new markets and
increasing export efforts are highly relevant and will be critical in creating value in
both the Dahlack Shoe Factory and the FLI in general. The managers of the Dahlack
Shoe Factory also are of the opinion that strengthening marketing department is
highly relevant, but it is a non-critical activity because according to the general
manager of the company they have recruited new qualified staff already and this has
helped the company to increase sales.
     The managers of the Dahlack Shoe Factory identified that being selective towards
suppliers, a change of product quality, a more effective use of resources and a change
of production mix are all of high relevance in creating value from the cost and other
operating activities. However, from these activities they feel that the change of
product quality is the most critical in creating value.
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     The managers are of the opinion that the company management team has high
influence on some of the relevant and critical activities, but most of these activities are
related to cost and other production related factors rather than to the revenue
generating activities. The responses of the managers of the FLI enterprises studied in
general show that a change in quality is the most critical activity in creating value and
they consider that the company managers have high influence on this activity. In the
following section, we present the cross-case study of the Dahlack Shoe Factory and
the other enterprises in FLI.
9.2.3 Comparison of the Operations of Dahlack Shoe Factory and the other FLI
          Enterprises
The financial data revealed that material costs are increasing and the managers’
responses to restructuring activities evidenced that quality is most critical in creating
value. The quality of the raw materials that the tanneries receive influences the
profitability of both the tanneries and the shoe manufacturing enterprises. Quality is
the principal determinant of price. According to the response of the financial manager
of Asmara Pickling Tannery: "Value can be added by improving quality and by
upgrading the stage of production from semi-finished stage to finished stage.”
      Eritrea is endowed with the availability of cattle, goats and sheepskins which are
regarded as particularly fine grains and desirable for manufacturing leather goods
[MTI, 1997]. The discussion with the interviewees indicated that the skins of animals
from the highland area are higher in quality in comparison to the skins of animals
from the lowland areas. However, there is a problem in collecting and transporting the
skins. According to the production manager of the Keih Bahri Tannery:
"The main constraint that we are encountering is the quality of the skin that we
are receiving. We try to increase the value of the raw skin; however, one cannot
increase quality unless the problem is tackled from its base, that is, raw
material purchased from suppliers. The traditional agriculture in Eritrea is
backward with regard to the treatment of skin. First of all, the animals are kept
for domestic use such as milk, farming and others. Therefore, the animals are
slaughtered when they are old and their skin becomes of poor quality. The
farmers also brand the animals' skin for identification of ownership and they
also hit them using whips and sticks. These customs are contributing to the
deterioration of the quality of the raw material."
     The other managers interviewed also gave the following additional reasons for the
low quality of skin in Eritrea. There is no properly programmed veterinary care of
sheep and goats, which are subject to many skin diseases. Slaughtering by untrained
individuals frequently damages the hide or skin. The people who sell the skins often
do not know how to handle and transport the skins. This damages the skin and lowers
its quality. The skin dealers are not well trained and do not store the skins properly.
The tanneries provide suppliers with free salt, but the suppliers are adding the salt to
the skin late and they are not properly transporting the dried skin. Improved animal
husbandry by ensuring improved conditions for raising the animals; by creating the
appropriate condition so that hides are recovered in good state; and by ensuring that
care is taken in transportation can improve quality and increase sales.
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     Value can also be added by upgrading the stage of production. Figure A9-1 shows
the production stages of tanning. The major tanning stages are wet blue, crust and
finished. The two tanneries in Eritrea are exporting semi-processed skin (pickled and
wet blue skins) to Italy and UK. Further processing and finishing can create value to
the companies. The higher the degree of processing, the higher the value added to the
skin and the higher the price that the company can charge. The financial manager of
Asmara Pickling Tannery stated: “The factory can make leather articles such as hand
bags, footballs and others instead of exporting the semi-processed leather at a very
cheap price." Value can be added by extending existing manufacturing system to the
crust and finished states. However, this requires more skilled leather technicians. In
addition, extending processing means that the value added by the purchaser will
diminish and thus, companies may lose customers. According to the production
manager of Asmara Pickling Tannery: "Adding value could cost us our present
customers because they will lay off workers and will not use their machines due to
this change. Thus, they may shift to others who sell semi-finished skins."
     A large variety and a better quality of leather will provide a better quality of
manufactured goods. According to the report of MTI [1997, p.13] “In the footwear
production, there is a large amount of wastage because of defects in the finished
leather. This is mainly due to the bulk of good leather is exported in its semi-
processed form, and the low quality, or rejects from the semi-processed hides and
skins are converted to finished leather for the local market.” This practice provides
cheaper cost, but it is hampering the international competitiveness of the shoe
manufacturing companies. The companies are importing finished leather from Italy.
Moreover, the companies also try to minimise wastage during production, but
according to the general manager of Dahlack Shoe Factory, it requires time and a
change of the attitude of workers.
     The main constraint that the tanneries are facing is the fluctuation of the price of
skins in the world market.  The managers explained that they do not get current
information of the world market prices in time to make informed decisions. According
to the financial manager:
"Fluctuation of demand and supply of leather products is our main constraint.
Our customers are Italians and when they get demand for their products, we
receive large orders and when their products are not demanded, they stop their
order. In order to determine the fair price of goats or sheep's skins, we
established an association of buyers with the other private competitors. These
worked well at the beginning but later on when there was a high demand for
skin in the international market the private owners started buying at higher
prices secretly by violating the agreement. The private tanneries have an
information advantage and a quick flexibility in determining the price. For
state-owned companies, we have to follow bureaucratic procedures such as
committee meetings to approve a change of the purchase price, while a private
buyer can immediately determine a price and get the best quality leather.”
     Even though Dahlack Shoe Factory and Deluxe Shoe Factory are both producing
similar products, the operating performance of Deluxe Shoe Factory was lower than
that of Dahlack Shoe Factory. The interviews with the Deluxe Shoe Factory managers
revealed that the company was producing on target basis irrespective of demand for
the products and that the products were of poor quality. Due to this, the company
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management tried to limit production to customers' demand only and to improve
quality. However, there was no marketing department at the factory and due to a lack
of finance, the managers were not able to advertise and to assess local markets or
foreign markets. In addition, there is excess labour at the factory. According to the
general manager of the company: "The company is employing 180 workers at present,
while the work has slowed down. Some of the workers should be laid off to minimise
cost, but since law protects the rights of the workers, we are facing problems. Due to
privatisation, at this time, we do not want to fire redundant employees. We are simply
continuing as it is and we are saying let the new buyer fire them.”
     The main constraints that Deluxe Shoe Factory is facing in enhancing company
operations are a lack of demand for company products and a lack of marketing skills.
The shoe manufacturing enterprises have problem of markets for their products while
the tanneries have fewer problems of markets, because their products are exported to
Europe and they are dominant suppliers in the domestic markets. The shoe
manufacturing companies are selling their products on the domestic markets and
exporting to neighbouring countries. The domestically produced leather products only
account for 35% of the domestic leather shoe market and 11% of the domestic leather
goods market [MTI, 1997]. This evidences that with improved quality products there
is an opportunity to substitute imports and to raise the domestic market share.
     The shoe manufacturing companies also have been exporting their products to the
neighbouring countries in East Africa, mainly Ethiopia. About 80% of the shoes
produced in Eritrea were exported to Ethiopia. The Eritrean shoe products are well
known in Ethiopian markets and there was not much competition. However, the profit
margin was low. The Ethiopian Government has introduced tariff barriers to Eritrean
products starting 1997 and also the Eritrean Government introduced new currency,
Nakfa in November 1997. Since then, the two shoe manufacturing companies are
lacking markets for their plastic shoe products. According to the response of the
general manager of Dahlack Shoe Factory: "We have been putting all our eggs in one
basket. If we do not get an alternative market, it will be difficult for our company to
remain profitable.”  The Lome IV convention allows developing countries to trade on
preferential terms with the EC member countries.  However, though the availability of
cheap labour and of hides and skins gives a competitive advantage, there is a need for
improvement in quality. An alliance in the form of joint venture or partnership with an
experienced European manufacturer or distributor may help in getting an export
channel and technical assistance in design and in quality improvement. Moreover,
with improved quality, the shoe manufacturing enterprises in Eritrea can export their
leather products to the neighbouring Middle East countries because the geographical
location of Eritrea is suitable.
     The tanneries as well as the Ministry of Agriculture need to inform the skin dealers
and the farmers on how to handle raw skin properly to upgrade quality. Improving
export efforts by upgrading the stage of production and quality of shoes and skins as
well as finding alternative markets in the Great Lakes of Africa region, Europe and
Middle East can, according to the managers interviewed, help in creating value.
Moreover, reducing the production costs of the companies, in particular material costs
by finding cheaper suppliers and reducing the production wastage can enhance the
value created in the enterprises.
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9.3 Investment and Financing in the Dahlack Shoe Factory and the other
      Footwear and Leather Enterprises
9.3.1 Investment and Financing Performance of the Dahlack Shoe Factory
Table 9-3 presents the investments and financial performance of the Dahlack Shoe
Factory and of the FLI enterprises studied.
Table 9-3 Investments and Financing Results of Dahlack Shoe Factory and the
                 FLI [Amounts in 1,000 Nakfa]










Total assets 15,574 37,375 38,364 28,458 33,542 66,626 73,812 60,734
Short term assets2 14,921 32,829 32,108 24,717 31,231 59,748 64,801 54,198
Fixed assets3 653 4,546 6,256 3,741 2,311 6,878 9,011 6,536
Return on Assets4 8% 24% 9% 13% 3% 24% 15% 16%
Short term %  assets 96% 88% 84% 87% 93% 90% 88% 89%
Current ratio5 168% 146% 144% 164% 117% 102% 184% 178%
New fixed assets 0 1,530 0 761 67 1,793 54 1,428
New fixed  %  sales 0% 4% 0% 3% 1% 3% 0% 3%
Financing
Short term debts 8,899 22,443 22,248 16,271 26,790 35,134 35,202 33,285
Long term debts 0 0 0 0 0 0 0 0
State Capital 5,362 5,500 5,506 5,442 11,004 9,902 9,909 11,173
Retained earnings6 1,313 9,432 10,610 6,745 -4,252 21,591 28,701 16,276
Debt to total assets 57% 60% 58% 57% 80% 53% 48% 55%
Source : based on annual accounts received on request by the courtesy of the companies
Notes.1. Annual average is computed for the years 1991/92-1997.
           2. Short-term assets include cash, receivables, inventories and other pre-payments.
           3. Fixed assets include machinery and equipment, buildings, land and other long-term assets.
           4. Return on Assets (ROA) is computed by dividing operating profits to total assets
           5. Current ratio is computed by dividing short-term assets to short term debts.
           6. Retained earnings represent accumulated earnings (losses) from the past.
Table 9-3 shows that the total assets of the Dahlack Shoe Factory increased from 15.6
million Nakfa in 1991/92 to 37.4 million Nakfa in 1995 and further increased to 38.4
million Nakfa in 1997. The return on total assets (ROA), which measures the
efficiency of asset utilisation in a company also increased from 8% in 1991/92 to 24%
in 1995, but decreased to 9% in 1997 due to the decrease in operating profits as
discussed in the previous section. The total assets consist of short-term assets and
fixed assets.
     The short-term assets of the company increased from 14.9 million Nakfa in
1991/92 to 32.8 million Nakfa in 1995 and slightly decreased to 32.1 million Nakfa in
1997. The current ratio, which measures the sufficiency of the short term assets of the
company to meet maturing short term debts of the company has decreased from 168%
in 1991/92 to 146% in 1995 and 144% in 1997. This indicates that the company can
face a liquidity problem, if many creditors ask for payment and on the saleability of
the finished goods stock.
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     The fixed assets of the company increased from 0.7 million Nakfa in 1991/92 to
4.5 million Nakfa in 1995 and 6.2 million Nakfa in 1997. Since May 1991, the
company has carried step by step rehabilitation programmes to modernise company
machinery. At the end of 1992, the management installed a plastic shoe-
manufacturing machine and in 1993, installed another plastic containers
manufacturing machine. Both machines were previously used by the E.P.L.F (Eritrean
Peoples Liberation Front). The company further invested 1.5 million Nakfa in 1995
and 3.8 million Nakfa in 1996 in machinery and equipment, office equipment and
vehicles. The company is profitable and had additional plans of investing from
retained profits, but now due to the privatisation process, the company management
cannot continue investing in long-term assets as planned.
     The short-term debts of the company increased from 8.9 million Nakfa in 1991/92
to 22.4 million Nakfa in 1995 and 22.2 million Nakfa in 1997. The factory is using
bank overdrafts to finance its operations because the government is taking the net
profits of the company as dividend. The income statements of the company reveal that
the company paid 0.7 million and 1 million Nakfa interest expenses in 1996 and 1997
respectively. Dahlack Shoe Factory is paying the highest interest expenses compared
to the interest expenses paid by other companies studied within the industry. The
managers during the interviews expressed that the financial condition of the company
is good and has helped managers to get easy access to bank loans. The company
managers told us during the interviews that bank borrowing is helping the company to
buy large amount of materials when the price of the materials is cheap. However, the
financial manager has the following concern: “We are getting bank loans easily, but
the interest cost is high. Therefore, it does not help us in solving our problems. If the
debt accumulates, we will not be able to pay the fixed interest charges. Due to this, we
refrain from borrowing too much.”
     There was no long-term loan borrowed to finance long term investment such as
machinery and equipment. The management interviews revealed that there was one
incidence of an International Finance Corporation (IFC) loan. The Government told
managers that they could borrow from this fund which is payable in 10 years.
However, later on the Government ordered the companies to pay it back within a year.
The Dahlack Shoe Factory used the money for buying materials and thus, it did not
create a problem of payment. However, this caused problems in many companies that
invested the fund in machinery and other long-term assets. The Government will pay
the fund in 10 years to the IFC, but the companies faced problems to pay it back in
one year. Moreover, managers are restricted from contacting foreign banks for
finances. The general managers explained: “We do not have a mandate for borrowing
money from foreign banks or foreign organisations such as the World Bank. It is not
in our job description.” This evidences that managers are restricted on the choices of
financing alternatives they have. Due to this, they are using only their retained funds
and when the retained funds are not enough they are obliged to borrow from the
Commercial Bank of Eritrea paying high interest costs to finance working capital.
Borrowing at a high interest rate increases the expenses of the factory and reduces the
net profits. Except the managers of Dahlack Shoe Factory, the other managers of the
FLI are not borrowing from the Commercial Bank of Eritrea, to avoid payment of a
large amount of interest expenses.
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      The Government as an owner did not add new investments to the companies and it
did not provide direct subsidies. However, the Government provides a loan guarantee,
when companies borrow from banks. Moreover, the government was not collecting its
taxes and dividends on time. The delay in collection of government obligations has
helped companies to use the funds for investments and operations, but when the
Government started collecting its taxes and dividends in arrears in 1997 and after, the
companies resorted to bank overdrafts. According to the general manager of the
Dahlack Shoe Factory: "Since the company operations did not reach its peak in 1993
and also since the Government was not collecting its dividends, we had excess cash
and did not use our bank overdraft facility. After 1995, our operations increased, our
purchases also increased and the government started collecting dividends current as
well as in arrears, therefore, now, we are working with the bank overdraft facility."
9.3.2. Managers’ Responses to Investment and Financial Restructuring Activities
Table 9-4 shows the responses of managers to restructuring activities of Dahlack Shoe
Factory and the FLI enterprises studied.
Table 9-4 Summary of Managers' Responses to Investment and Financial
                 Restructuring Activities
Activities Dahlack Shoe All FLI Enterprises
R E CF R E CF
Number of respondents 4 4 4 13 13 13
Investment New investment in equipment 2.5 1 10 2.4 1.8 30
Upgrading technology 3 1.8 8 2.9 2 26
Disposing off of fixed assets 1 1.5 1 1.9 2.1 14
Control of capital expenditures 1.5 1.5 2 1.9 1.9 7
Reduce collection period of
receivables
2 2 0 1.9 1.9 4
Increase payment period of
payables
2 1.8 0 1.8 1.6 2
Implement cash control 3 2.8 3 2.7 2.5 8
Change in inventory policy 2 2.5 4 1.7 1.7 7
Financing Obtain new loans from banks 1.5 1.3 2 1.7 1.6 15
Reschedule old loans 1.5 1 3 1.3 1.2 5
Reduce inter-enterprise loans 1.3 1.3 0 1.7 1.8 7
Reduction of subsidy 1 1 0 1 1 2
Elimination of subsidies 1 1 0 1 1 0
Develop relation with creditors 2 1.8 5 1.9 1.8 12
Improve communication with
customers and suppliers
3 2.8 4 3 2.9 22
Issue new financial instruments 1 1.8 2 1.2 1.2 2
Seek foreign investors 1.3 1.3 2 1.9 1.6 14
Source: Primary data collected by using a questionnaire
Legend: The cells on the table refer to the average of the marks given by managers on relevance (R ),
empowerment (E ) and the sum of marks given by managers on criticality of the activities in the future
(CF ). For R and E a score of 2.5 to 3  indicates high relevance or influence, a score of 2 to 2.4  means
some relevance or influence and a score of less than 2  represents low relevance or influence. For CF,  a
high sum score shows a high criticality rank of an activity in creating value.
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The table presented above reveals that upgrading the technology and implementing
cash control techniques are highly relevant in the Dahlack Shoe Factory. The
managers are of the opinion that new investment in equipment and upgrading
technology are highly critical in creating value, but the management team is less
empowered to tackle these issues. The privatisation process has been going on for
over three years now and curtailed long-term investments in machinery. Companies
are not allowed to engage in fixed asset investments and managers are restricted to
operating decisions only. The general manager of the Dahlack Shoe Factory
responded as follows: "There were constraints in approval of capital investments.
Prior to 1996, we had to request the approval of the Ministry of Trade and Industry
for capital investment and there were rejections and delays. Now also due to
privatisation, we are restricted from making long-term investments in machinery."
The lack of fixed asset investment in the company had also an indirect cost on
workers’ training. According to the financial manager of Dahlack Shoe Factory: "Had
the company acquired new machinery, it would have received technical assistance
from the suppliers. This would have also produced skill transfer, but at present
everything is blocked due to privatisation."
    Obsolete machinery (40-50 years old) which leads to frequent breakdowns
increases the cost of production and decreases the capacity utilisation. To succeed in
both the regional and international markets, plant modernisation and rehabilitation is
required. Investments in machinery will help in improving the quality of products
manufactured. Moreover, new investments in machinery need to be supported with
modern design, technology transfer, rigorous quality control and training from the
factory floor to management.
     The managers also feel that implementing cash control techniques are highly
relevant, but not critical because the managers can highly influence it. The other
working capital restructuring activities, reducing the collection period of receivables,
increasing the payment period of payables and changing inventory policies have also
some relevance in creating value, but the managers feel that they are less critical
issues in comparison to the fixed asset restructuring activities.
     Table 9-4 reveals that from the financial restructuring activities improving
communications with customers and suppliers are highly relevant and the managers
are also of the opinion that they can highly influence these activities. However, they
consider communications with customers and suppliers less critical because the
managers have established good relationships with suppliers such as the case of the
Dahlack Shoe Factory. In addition, the managers indicated that developing a close
working relationship with key creditors is of some relevance. Dahlack Shoe Factory
managers feel that seeking foreign investors is of low relevance and less critical in
creating value, while the managers of the FLI enterprises in general believe that it is
of low relevance but it will be critical in the future due to the process of privatisation.
The managers feel that other financial restructuring activities, obtaining new loans
from banks, rescheduling old loans, reducing inter-enterprise loans and reducing and
eliminating subsidies are of low relevance and less critical. According to the general
manager of Dahlack Shoe Factory: "We are highly competitive and we do not need
government protection or subsidy. However, we have private competitors who are
unfairly competing with us. The private companies understate their raw material
purchase invoices and sales invoices to evade taxes. We are Government owned and
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we record our purchases at the correct price that we have paid and also record our
sales at the exact amount. This is affecting us because our competitors are attracting
customers by cheating the government by evading taxes. This is unfair competition.”
9.3.3 Comparison of Investment and Financing of the Dahlack Shoe Factory with
          the other Enterprises in the FLI
     The analysis of the financial data and the questionnaires indicated that the Dahlack
Shoe Factory fixed assets are on average 13% of the total assets and investment in
machinery and upgrading technology are highly relevant and critical activities in
creating value. The managers of the Deluxe Shoe Factory and the Keih Bahri Tannery
also reported that the main constraint that the companies are facing is old machinery.
Some of the machines that they are using are old and machine breakdown is
increasing spare parts requirements and maintenance costs. The interviewees reported
that sometimes they send sample spare parts to foreign manufacturers because the
machines are outdated and the manufacturers no longer produce these spare parts
regularly. Replacements thus, take time and cost a large sum of money.
     The managers of Asmara Pickling Factory rated the relevance and criticality of
new investment in equipment to be low, because the company has relatively new
machinery in comparison to the machinery of the other factories. The Ethiopian
government had a plan of renovating the company and at the time of liberation the
Eritrean government has found uninstalled drums and machinery in the company.
This helped in renovating the company machinery.
     The tanneries use large amount of water, which is increasing the manufacturing
costs of the companies. According to the financial manager of Asmara Pickling
Tannery: "Investment in water treatment machines would have minimised cost
because the treated water could be further used in production."
     The Keih Bahri Tannery did not make major investments in new machinery during
1991-1997. The interviews with the managers of Keih Bahri Tannery indicated that
the factory is located in a residential area and that the chemicals emitted are hazardous
for the environment and thus, there is a question of whether this factory will continue
in the present premises or has to be relocated to another place. The future of the
company in its present location is uncertain, therefore, the Government has to decide
first whether the company will continue in its present location or will be relocated to
another place before investment in machinery is made. The development of the leather
shoe manufacturing enterprises in Eritrea depends on this factory because it is the sole
supplier of upper shoes and soles. Rehabilitating the enterprise will have an effect on
the development of the shoe manufacturing industry in Eritrea in general and on the
saleability of the tannery. As the production manager of the company commented:
“Who will buy it under this condition?”
      The financial statements of the Deluxe Shoe Factory revealed that the company
invested 1 million Nakfa in 1994 and 1.4 million Nakfa in 1996 in fixed assets in
order to modernise company's machinery and equipment. The company management
has purchased a new machine for manufacturing jogging shoes in 1996. However, this
new machine did not contribute much to the company. According to the financial
manager of the company: "The machine produces jogging shoes. We import the upper
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shoe from a foreign country and the machine manufactures the sole. However, the
machine is not operating, as it should due to the problem of glue. The upper shoe is
not sticking to the sole properly and the upper shoe starts detaching from the sole
while it is at the factory. This investment did not help us much."  According to the
general manager of the Deluxe Shoe Factory, the investment in human resources
development in Deluxe Shoe Factory has helped company's shoe designers to upgrade
their skills and to know the leather technology. The designers who were working with
years of practice and experience were able to improve their skills with education.
     Unlike the managers of Dahlack Shoe Factory (who are using bank overdrafts to
finance their operations), the managers of the other enterprises did not use the bank
overdraft facility. According to the response of the general manager of the Deluxe
Shoe Factory: "First as a policy, we do not support the idea of getting loans from
banks. Due to this, we have been reducing our bank loans and now we are debt free.
We are not borrowing from the bank because the interest payment is high and this
will hurt us." The managers, however, believe that obtaining new bank loans to
finance long-term projects will be critical in the future. In the interviews, the
managers elaborated that they do not want to borrow money from the Commercial
Bank of Eritrea because the interest rate is high (9-11%). The overdraft facility
extended by the bank is limited to meeting working capital requirements. The
managers are not making capital investments and are not investing in the development
of new products because of a lack of access to long-term loans and/or equity finance.
However, if other international organisations such as the World Bank and other
financing agencies provide low interest rate loans, the managers feel that it would
help in modernising companies’ machinery and enhance value creation. The financial
manager of Asmara Pickling Tannery stated: “The main constraint in upgrading our
stage of production is a lack of finance. We need to get government subsidy or a low
interest loan from the World Bank. The Government should intervene in helping us to
get money for investment projects.”
      The main source of finance of the companies had been profits retained in the
business. However, the managers in the interviews indicated that the Government is
taking profits as dividends and companies are not able to finance their working capital
needs. The financial manager of Asmara Pickling Tannery stated the problem as
follows: "We show profit on our income statement but the profit is dissipated when we
pay government taxes and dividends and then we resort to overdraft borrowing from
the bank by incurring high interest costs. In 1997, for instance, from the annual net
profit of 3.3 million Nakfa, we paid 1.2 million Nakfa as profit tax and municipality
tax. The government took the remaining 100% as dividend. The government allows
for a 20% retention rate if the retained earnings balance of a company is less than the
paid up capital balance, but if the retained earnings balance exceeds this maximum
limit, 100% of the net profits after taxes are submitted to the Government as
dividend."
      The managers' responses of the Keih Bahri Tannery to the financial restructuring
activities indicated that the most relevant activity is improving communication with
customers and suppliers. The company managers (unlike the other managers in the
footwear and leather industry) feel that a reduction in inter-enterprise loans is of some
relevance because as a supplier to other shoe manufacturing companies, the company
management has experienced a problem of inter-enterprises collection. Keih Bahri
Chapter 9 178
Tannery supplied tanned leather for the shoe manufacturing companies on credit due
to this inter-enterprises' debts arose. But, according to the general manager of Keih
Bahri Tannery: "The factory supplied about two million Nakfa worth of upper shoes
and soles to Eritrean Shoe Factory. However, when the Eritrea Shoe Factory was
privatised in 1997, the Government refused to pay the debt and we are not informed
to write it off."
     The privatisation process has affected companies' working capital investments,
fixed capital investments and financing. Due to privatisation, the NASPPE restricted
the purchase of stocks to three months only. The companies had been purchasing raw
materials such as chemicals from foreign countries on six months basis because it
takes several months to place an order and receive the goods at the factory. Moreover,
the privatisation process also affected companies’ credit policy. The companies have
been extending a three months credit period to customers and the customers had been
settling their debts on time by selling the goods during these three months. However,
now due to privatisation, the managers are restricting this credit to one month only for
state-owned enterprises and for cash only to other customers. Due to this sales policy,
the companies are not attracting customers. According to the general manager of
Deluxe: "There was a custom of extending credit to sister plants. Now, due to
privatisation we are allowing a month's credit instead of 3 months' credit and this is
creating a problem. Since the Government policy is to collect whatever, we sell as
quickly as possible, it is constraining the credit that we were extending to customers
and that the credit we were receiving from suppliers (the Keih Bahri Tannery).” In
addition, the cash management of the companies was also affected indirectly. The
financial manager of the Deluxe Shoe Factory stated: "There is idle cash of 3 million
Nakfa in our company accounts. We are not using this idle cash for working capital
because there is a low demand at this time and we cannot invest it in fixed assets
purchase due to the NASPPE's restriction on the investment of long-term assets."
     The managers' responses revealed that the privatisation process is hindering
innovations, plans and investments of the companies. According to the marketing
manager of Asmara Pickling Tannery: "The idea of thinking that the company will be
sold tomorrow is affecting management decisions. Nobody wants to make a decision
on the pretext that ‘what if the new buyer does not want this’ and we are not planning
our activities. The privatisation process is slowing purchase decisions, affecting
planning and personnel administration negatively. We are also not increasing the
salary of employees due to privatisation.”
     The privatisation process also indirectly influences bank borrowing. According to
the financial manager of the Deluxe Shoe Factory: "At this time it is not allowed to
buy new machinery. There is not enough money to finance investments internally and
if one applies to borrow money from the banks the application is rejected due to
privatisation." Privatisation is making companies to concentrate on short-term
survival rather than on laying a strategy for a long-term success.
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9.4. Governance in the Dahlack Shoe Factory and the Other Enterprises in the
        FLI
The enterprises studied have been administered under the Ministry of Trade and
Industry from May 24, 1991 up to the end of 1995. Since then, the NASPPE is
administering the companies. The governance structure of the footwear and leather
industry, similar to other industries in Eritrea, consists of an enterprise management
team and a Board of Directors of the NASPPE. The enterprise management team
(general, financial and administration, production and technical and marketing
managers) follows the companies operations. The managers report the company's
plans and financial statements to the secretary of the board of directors of NASPPE.
The board is responsible for the efficient management of the companies and for
facilitating privatisation and restructuring of state-owned enterprises. Table 9-5
summarises the managers’ responses to the restructuring activities on governance.
   The managers' responses to the governance restructuring questionnaire of both the
Dahlack Shoe Factory and the other enterprises studied reveal that a change of
ownership is of high relevance and is critical, followed by a change in incentive
systems for creating value.
Table 9-5 Summary of Managers' Responses to Governance Restructuring
Activities Dahlack Shoe All FLI Enterprises
R E CF R E CF
Number of respondents 4 4 4 13 13 13
Change of incentive system 2.3 2 6 2.3 1.9 21
Change of power of stake holders 1.5 1 0 1 0.8 2
Change of management 1.5 1.5 2 1.7 1.5 12
Change of ownership 2.5 1 6 2.5 1.7 24
Change of privatisation method 1 1 0 1.7 1.7 16
Source: Primary data collected by using a questionnaire
Legend: The cells on the table refer to the average of the marks given by managers on relevance (R ),
empowerment (E ) and the sum of marks given by managers on criticality in the future (CF ). For R
and E a score of 2.5 to 3 indicates high relevance or influence, a score of 2 to 2.4  means some
relevance or influence and a score of less than 2  represents low relevance or influence. For CF, a high
sum score shows a high criticality rank of an activity in creating value.
     The managers' responses to the governance restructuring questionnaire of both the
Dahlack Shoe Factory and the other enterprises of the FLI reveal that a change of
ownership is of high relevance and is critical, followed by a change in incentive
systems for creating value. The respondents feel that a change of ownership is highly
relevant because due to privatisation process, the NASPPE has neglected the
companies. According to the responses of financial manager of the Deluxe Shoe
Factory: "The owner (NASPPE) is not communicating with the factory. The officers
contact us only when they need information about the factory. Since the company is
going to be privatised, the NASPPE is not caring about the factory."  The production
manager of the Keih Bahri Tannery also stated the following: "Sometimes it seems
that the factory does not have an owner. Plans and budgets have never been effective.
There is negligence of the Government as an owner. If the general manager does not
act prudentially, you do not know whom you should contact. This year they even left
the budgeting and planning process and we are running the company without a target
or goal to achieve."
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     The managers also rated a change of incentive system to be of some relevance. The
companies offer employees a bonus depending on the annual accounting profits.
However, according to the general manager of the Deluxe Shoe Factory: "The salary
of the workers is very low and it is not compatible with the salary scale of civil
servants of Eritrea. Thus, it is becoming a major constraint in motivating employees."
There is no separate management incentive system and the maximum bonus that the
managers receive is only a month's salary, like every other employee.
     The Government gave autonomy to company management in March 1995.
Managers are allowed to enter into contracts with outsiders representing the entity and
are free to decide the price of factory products. They are allowed to increase salary of
workers and to hire and fire employees, except the department heads. Before 1995,
salary increment proposals and other operating level decisions were forwarded for
approval to Ministry of Trade and Industry and the Ministry officials were rejecting
such proposals by giving various pretexts. The managers were able to act quickly on
matters, which were pending for a long-time for approval before. The autonomy has
helped managers in making operating decisions. However, the managers were
restricted from making long term investment decisions. According to the general
manager of Dahlack Shoe Factory:
 "One of the major problems that we are encountering is the lack of
management freedom. Before 1995, there was no management freedom at
company level; we were contacting the Ministry of Trade and Industry for
guidance and approval. After 1995, we have got autonomy as to the operating
decisions; however, we are not allowed to make capital investments. We have to
ask the permission of the Privatisation Board of Agency. Therefore, we are still
limited as to making decisions regarding our company and so we are living in
frustration. We have never found management freedom."
      In Eritrea, the management and workers relationship is guided by the collective
agreement of the labour union and management. The collective agreement lists the
details of the agreements, benefits that the employees receive, disciplinary procedures
and others. The footwear and leather industry employees are unionised and based on
the collective agreement, they are entitled to an annual bonus and they are insured by
the workmen’s compensation insurance for an on the job injury. Before 1995, the
management used to pay for a doctor's visit and medication expenses fully. However,
company management observed abuses in the system such as the workers who have
been throwing away the medicines or who were taking the prescribed medicine for
their family, friends and neighbours. To avoid this kind of cheating, the Dahlack Shoe
Factory management totally discontinued the medication, while the other factories
reduced it to 80% coverage only. In addition, employees used to get benefits in kind
such as 3 pairs of shoes in a year, but the NASPPE has ordered state owned
enterprises to stop this practice and it is thus discontinued.
    At present, the managers discuss employee issues with the union leaders and the
union representative is a member of the enterprise management team. Earlier, there
was a habit of a general meeting of workers and management to discuss company
strengths, weaknesses and other related issues. However, now this practice is
discontinued. According to the production manager of the Asmara Pickling Tannery:
"The management does not call general meetings to discuss workers complaints, to
inform employees about company performance and other issues anymore. The
Footwear and Leather Enterprises 181
enterprise management team convenes to discuss issues and determines prices, but we
have never had employee issues on our agenda."
     The shoe manufacturing factories have been selling their products in both the local
markets and the Ethiopian markets. The Dahlack Shoe Factory has been trying to
attract customers by providing the right quality that the customers' demand and by
providing quick delivery. The Deluxe Shoe Factory also has been extending credits to
attract customers, however, due to privatisation now, the company is demanding cash
payment upon sale. The Keih Bahri Tannery and the Asmara Pickling Tannery have
been selling their products in the local markets and in export markets in Italy and
England. The Keih Bahri Tannery has been supplying shoe manufacturing companies
with tanned shoe uppers and soles and it has also been exporting semi-processed hides
to foreign countries. The company has been providing its customers the items that
they have requested. Asmara Pickling Tannery also has been supplying the required
quality of skin and thus, except one complaint from a customer in England, there were
no other complaints encountered. However, sales agents take commission fees and are
benefiting at the expenses of the firm and its customers. According to the financial
manager of Asmara Pickling Tannery: "We have sales agents in Europe (third party)
and they take 3% legal commission fee. We incur agency fees of about 0.4 million
Nakfa each year. The company staff can assess the quality of the skin and grade it.
Since our customers have been buying our products for over 30 years, they know the
quality of the skin. There is no need of having an agent who checks the quality of the
skin. This agency fee could have been eliminated easily. We are paying agents for
nothing.”
     The tanneries have suppliers in the different regions of Eritrea. In order to retain
suppliers, the tanneries try to pay an appropriate price. However, there is a fluctuation
in the world market prices of skin and also there is high competition with the private
tanneries. The private tanneries usually are giving skin dealers a slightly higher price
and are taking the best quality skins. The state-owned enterprises' prices are
determined in a meeting and one cannot easily change the set prices without a
meeting. Due to this inflexibility in price setting, the tanneries are disadvantaged.
There is good communication between Keih Bahri Tannery and the shoe
manufacturing enterprises studied because they are both government owned and Keih
Bahri Tannery is supplying the shoe factories on credit basis. However, there is a
complaint on the quality of the supplied leather.
     According to the financial manager of Deluxe Shoe Factory, the customers are
asking for credit sales but the company is not extending credit due to government
restrictions aiming at privatisation and this is decreasing the sales of the company. In
addition, in Keih Bahri Tannery, the customers are not allowed to contact the
operations managers to avoid corruption. According to the production manager of the
Keih Bahri Tannery: “We have one man management here. In leather works, the
customers should discuss with the production head to communicate the type of
products they need. However, in our company, the end users order their request using
forms and discuss their need with the general manager only. We have asked the
general manager why the customers are not communicating their needs to the
production manager and he told us that this practice is done to avoid corruption. He
said that if we let you know whose order it is and let you communicate with the
customer, it would lead to corruption. You might produce high quality product at the
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expense of the factory and then get some money from the buyer.” To avoid corruption,
the order is provided to the production manager using coded numbers instead of the
customer's name. This evidences that there is not much trust in the operation
managers of the company.
9.5. Value Creation (loss) and Problems in Dahlack Shoe Factory and the other
        FLI Enterprises
In this section, we present the creation or destruction of value and the manager’s
responses to the problem questionnaire. Table 9-6 shows the value created (lost) and
the returns on total capital (ROTC) of the Dahlack Shoe Factory and of all the FLI
enterprises studied.
     Dahlack Shoe Factory lost a value of 1.1 million Nakfa in 1991/92, but added a
value of 4.6 million Nakfa in 1995, however, in 1997 lost a value of 1.5 million
Nakfa. The return on capital of the company also increased from 4% in 1991/92 to
25% in 1995; however, it decreased to 7% in 1997. The data in table 9-6 reveals that
the net operating profit of the company has declined from 8.2 million Nakfa in 1995
to 2.5 million Nakfa in 1997. This is caused by the increase in manufacturing costs, in
particular material costs, as shown in the analysis of the operations financial data. The
company also has been investing in working capital.
Table 9-6 Value Created (lost) and ROTC of Dahlack Shoe Factory and the FLI
                  Enterprises [Amount in 1,000 Nakfa]









Sales 5,081 40,706 38,896 26,112 10,795 69,653 72,049 49,015
Net Operating Profit After
Tax Adjustment (NOPAT)1
516 8,155 2,548 2,584 1,309 13,289 7,926 6,777
Working Capital 14,921 32,829 32,108 24,717 31,231 59,748 64,801 54,198
Fixed Capital 653 4,546 6,256 3,741 2,311 6,878 9,011 6,536
Total Assets 15,574 37,375 38,364 28,458 33,542 66,626 73,812 60734
Average Assets for the Year2 14,549 32,115 36,926 26,182 30,850 61,790 71,680 52,568
ROTC3 4% 25% 7% 10% 4% 22% 11% 13%
Cost of Capital4 11% 11% 11% 11% 11% 11% 11% 11%
Value Created (loss)5 -1,084 4,622 -1,513 -296 -2,085 6,492 41 995
Source: computed from annual accounts received on request by the courtesy of the companies
Notes: 1. Net operating profit adjusted for taxes (NOPAT) is computed by deducting taxes paid (rather
               than estimated) during the year from the operating profit.
           2. Average assets for the year = (beginning + ending)/2
          3. Return on total capital (ROTC) = (NOPAT/average assets of the year).
          4. The cost of capital is estimate of consultants in Eritrea. There is no capital market and thus,
              computation of cost of capital using the usual methods of capital asset pricing model and
              others are not possible. The consultants use the banks lending rate as a proxy and adjust it for
              industry risk in evaluating cash flows. The industry lending rate of banks in Eritrea to state-
              owned enterprises is 8.5% and then they add additional risk premium depending on the
              industry. The cost of capital estimate of the footwear and leather industry is 11%. In addition,
              I have consulted the financial managers of the company if they think this rate is excessive or
              low.
          5. The value created (lost) = [NOPAT- (average assets for the year x cost of capital)]
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      The data presented above indicate that the footwear and leather industry in Eritrea
on average has created value of 1 million Nakfa during 1991/92 to 1997. The largest
value created was in 1995, when all companies in the industry, except the Deluxe
Shoe Factory, added value. Though it cannot be seen from the table, we distinguished
the four companies and the shoe factories and the tanneries perform differently. It can
then be shown, on average the shoe-manufacturing firms destroyed value, while the
tanneries have created value during the study period. Except the 2nd half of 1992 and
1996, the Deluxe Shoe Factory has been destroying value throughout the study period.
On average the two tanneries created value during the study period. Except in 1994,
the Keih Bahri Tannery has been creating value throughout 1991/92 to 1997. The
company also has been creating value starting 1995 because the Government has
relaxed the price control and increased management autonomy to determine company
products' prices. According to the financial manager of Keih Bahri Tannery: "Before
1995, we were not able to determine our price freely. The Ministry of Trade and
Industry was setting the price that we should charge our customers on the pretext that
this company is a supplier for various shoe factories in Eritrea and thus, it might
destroy the factories by charging a high price. However, since 1995, we are left free
to determine our prices." Asmara Pickling Tannery created value in the 2nd half of
1992, 1994, 1995 and 1997, while it destroyed value in 1991/92, 1993 and 1996.
Table 9-7 Summary of Managers' Responses to Problems in Creating Value
Problems Dahlack Shoe All FLI Enterprises
R E CF R E CF
Number of respondents 4 4 4 13 13 13
Absence of orders, contracts 2.5 1.8 10 1.9 1.9 14
Lack of cash 2 2.3 2 1.9 2.2 12
Non paying debtors 2 2.3 0 1.4 1.9 3
Disturbances of materials supply 1.8 2.5 1 2 2.5 13
High bank debt 1.3 1.5 0 1.3 1.3 1
High trade liabilities 1.3 1.5 0 1.1 1.1 1
Irregularity of production operation 2.8 2.3 3 1.5 1.6 4
Irregularity in energy supply 2 1.5 0 1.3 1.2 1
Irregularity in fuel supply 1.5 1 0 1.2 0.9 0
Energy cost (electricity) 2 1.5 2 1.7 1.3 10
Poor work discipline 2 2.5 5 1.7 2 9
Staffing by management 1.5 1.5 3 1.6 1.5 1
Operating losses of the company 1 2.0 0 1.1 1.7 5
Employment lay off 1.8 2.0 2 1.3 1.4 3
Source: Primary data collected by using a questionnaire
Legend: The cells on the table refer to the average of the marks given by managers on relevance (R ),
empowerment (E ) and the sum marks given by managers on criticality in the future (CF ). For R and E
a score of 2.5 to 3 indicates high relevance or influence, a score of 2 to 2.4  means some relevance or
influence and a score of less than 2 represents low relevance or influence. For CF, a high sum score
shows a high criticality rank of the problem in creating value.
Table 9-7 shows the manager’s responses to the problems questionnaire. The Dahlack
Shoe Factory managers' responses to the problem questionnaires indicated that
irregularity of production operations and absence of orders and contracts are relevant
problems that influence the creation of value. The managers feel that the company
management as a team has high influence on disturbances in raw material supply and
poor work discipline. In terms of criticality, the managers of Dahlack Shoe and the
other managers of FLI companies indicated that the absence of orders would be most
critical, followed by disturbances in the supply of raw materials and a lack of cash.
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      The responses of managers to structured interviews revealed that a lack of modern
machinery, a lack of qualified staff, a loss of markets and an unfair competition with
the private sector were some of the problems that they encountered. The analysis of
the footwear and leather companies evidenced that the companies have been investing
mainly in short-term assets only. There was no investment done in fixed assets in
Keih Bahri Tannery and the other companies also made only minor investments in
fixed assets. The respondents in the open interviews indicated that one of the major
problems that the companies are facing is a lack of investment in modern machinery.
According to the financial manager of Dahlack Shoe Factory: "The main problem is
obsolete technology. Since we are not investing, our output is low and we cannot
achieve our sales target. Had there been investment, we would have been able to
produce quality products and to compete price-wise."  The managers also indicated
that there is a lack of qualified staff in engineering, in marketing (export marketing)
and in leather technology. The general manager of Deluxe Shoe Factory explained the
need for qualified staff as follows: "There is a great need of training in marketing
skills. The local market that we have here in Eritrea is limited and thus, we have to
introduce our products to the foreign markets. Therefore, training in marketing is
essential to increase our market share abroad. In addition, training in engineering
skills is important. Production workers need to be acquainted with recent
developments in technology. We need to change the way the workers cut and finish
shoes radically. The workers need training to change their way of thinking."
9.6. Industry Overview
9.6.1 Overview of Financial Performance  of Footwear and Leather Industry
The operations of the footwear and leather industry in Eritrea have resulted in profits
throughout 1991/92 to 1997. The largest amount of operating profits was shown in
1995, when the industry earned 16.3 million Nakfa. However, afterwards, the
operating profits decreased to 10.8 million Nakfa in 1997. The operating profit margin
also increased from 11% in 1991/92 to 21% in 1995, but it decreased to 15% in 1997.
     Sales have increased from 10.8 million Nakfa in 1991/92 to 69.7 million in 1995
and 72.1 million Nakfa in 1997. The managers reported during the interviews that
during 1975-1991, the industry's products deteriorated in quality and the factories
have almost lost their export markets. The factories were mainly limited to the
production of leather for military shoes. After the liberation of Eritrea, the managers
of the tanneries were able to re-open the closed export market channel of their
factories and the Dahlack Shoe Factory managers also were able to increase sales by
strengthening marketing department. The companies had been producing based on a
target set irrespective of its demand by consumers and they were producing low
quality products. However, the managers were able to change this habit and started
focusing on customers’ demand. According the interviewees the shift to customer’s
demand reduced the quantity of output, but increased the sales of the quality products.
      Cost of goods sold has increased from 8.3 million Nakfa in 1991/92 to 50.1
million Nakfa in 1995 and further increased to 58.12 million Nakfa in 1997 due to the
increase in production and sales. Analysis of the cost structure of the Industry
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revealed that the major cost element of the industry is material cost. The leather
industry of Eritrea is based on a livestock population of 1.6 million cattle, 5.0 million
goats and 1.0 million sheep. The annual utilisation rate is 0.2 million hides, 1.3
million goats and 0.3 million sheep. The quality of skin is generally high with clear
grains and compact fibre structures. The main breeds of cattle in the region are 60%
Barka, 20% Arado, and 20% Arabic. Barka hides yield areas of 25-30 sq. ft. Arabic
hides are generally smaller yielding 16-20 sq.ft. There are also three main sheep
breeds Hanit 60%, Hmele 25% and Blackhead 15%. The first two are fine grained
with good texture and size suitable for clothing and gloving leathers [Eritrea Profile,
1999].
       Productivity has also improved during 1991/92 to 1997. The value added per
employee increased from 3.9 thousand Nakfa in 1991/92 to 31.8 thousand Nakfa in
1995. However, in 1997 it declined to 23 thousand Nakfa. This is due to the increase
in sales of the companies and reduction of the number of workers. The managers laid
off 151 workers during the study period.
     Analysis of the asset structure of the industry revealed that the working capital
balance has increased from 31.2 million Nakfa in 1991/92 to 64.8 million Nakfa in
1997. This is due to the increase in company production and sales that increased
working capital requirements. The interviews revealed that there are inter-enterprise
receivables with other sister plants. According to the financial manager of Keih Bahri
Tannery: "We sell on credit to Dahlack Shoe Factory and we are not collecting our
receivables in time because the Ministry of Defence, their main customer, is not
paying them on time. Due to this, there is about 1.5 million Nakfa receivables
uncollected." The fixed assets have been less than 16% of the total assets during
1991-1997. The managers have been investing in machinery and moulds using
retained profits. However, the new fixed assets to sales ratio has been very low, an
average of 3% for 1991/92-1997.
     The financial structure of the footwear and leather industry consists of debt and
ownership equity. The debt to total assets ratio was 80% in 1991, 53% in 1995 and
48% in 1997. In 1994, the Government has cancelled all outstanding Government
obligations, bank overdrafts and inter-enterprises loans, which existed prior to the
liberation of Eritrea. This decree has helped the industry to restructure its finances.
The Government as an owner did not inject new capital into the companies. However,
the improvement in the profitability of the enterprises has increased the retained
earning balance of the industry from –4.3 million Nakfa in 1991/92 to 28.7 million
Nakfa in 1997.
 9.6.2 Overview of Managers’ Responses to Restructuring Activities in FLI
The managers' responses to the operations restructuring activities revealed that
seeking new markets (2.8) and increasing export efforts (2.7) are highly relevant
issues in increasing firm value. Moreover, the managers also identified that
strengthening the marketing department, more effective use of resources, a change of
product quality and an improvement of production efficiency are also of high
relevance in creating value. In addition, the managers believe that being selective
towards suppliers (2.4) is of some relevance in creating value. The managers also
indicated that these activities would be critical. However, they feel that they can
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influence a change in quality and a more effective use of resources and they have
some influence on the other activities. In the interviews, the managers also indicated
that a lack of marketing skill is hampering revenue generation. According to the
general manager of Deluxe Shoe Factory: "Our foreign relation is not much because
there is a lack of marketing skill, which is impairing our ability to contact foreign
customers." The managers also stressed that strengthening marketing departments and
training marketing department staff in export marketing enhances sales.
    The managers' responses to the investment restructuring activities revealed that the
fixed capital investments are highly relevant and critical in enhancing firm value in
comparison to the working capital activities. The managers indicated that upgrading
technology (2.9) and implementing cash control techniques (2.7) are highly relevant
activities in creating value.  The managers believe that they have high influence on
implementing cash control techniques, but it is less critical in the future for increasing
value. The managers also feel that they have some influence on upgrading technology,
but they can influence less the other investment activities for creating value.
     The managers' responses to financial restructuring activities questionnaires
revealed that the most relevant activity is improving communications with customers
and suppliers. All respondents gave a perfect score of 3 to this activity. They also are
of the opinion that the management team can highly influence this activity. The
reduction and elimination of government subsidies were less relevant because the
government is not providing direct subsidies to these companies.
     The managers also indicated that a change of ownership is of high relevance and
will be critical in enhancing firm value. Moreover, a change in incentive system is
also of some relevance and is critical in creating value. The managers are less
empowered to act on these issues. In addition, the managers indicated that absence of
orders and contracts, disturbances in raw materials supply, lack of cash, energy cost
and changing the poor work discipline will be critical in creating value.
9.7 Conclusions
The footwear and leather industry products in Eritrea have a potential for creating
value because of the availability of raw materials locally. Moreover, experience and
skills in shoemaking, relatively low labour costs and a hard working work force help
in crating value. The analysis of the operations data revealed that the material costs
and product qualities are the major constraints encountered in increasing profits.
Reducing the purchase price of imported materials by finding alternative suppliers
who can provide quality material at a low price and the training of employees in
materials management and purchasing can help in reducing the material costs.
Improved animal care and proper care during slaughter and transportation can further
enhance the quality of leather that the tanneries receive. The Ministry of Agriculture
can help by informing and training farmers and dealers to enhance the quality of
skins.
     The tanneries are exporting semi-finished hides and skins (wet blue) and the
managers reported that processing the skin further to crust and finished stage might
create value. However, the tanneries then need to hire skilled employees and should
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also consider its consequence to the present customers. The shoe manufacturing
enterprises are receiving low-grade quality leather because the best is exported and
this is hurting the competitiveness of the shoe manufacturing enterprises in the
international markets.
     The shoe manufacturing enterprises have been selling more than 80% of their
products in Ethiopian markets. However, starting 1997, the Ethiopian government
imposed tariff barriers on Eritrean goods and in May 1998 war between Ethiopia and
Eritrea started. Due to these factors, the shoe factories have lost their shoe
products’(mainly plastic)  market in Ethiopia. Diversifying to other markets such as
the Great Lakes Region in Africa, the Middle East and Europe can increase sales.
     The managers interviewed indicated that investment in new machinery and
upgrading technology are highly relevant and critical activities in creating value.
However, the companies did not make any major investment in fixed assets during
1991/92-1997. The privatisation process has stalled fixed asset investments and
restricted extension of credits to customers and stock purchases. The privatisation
process is making companies to concentrate on short-term survival rather than on
laying a strategy for a long-term success. The companies also are financing their
operations and investments using short-term debts only. The managers feel that the
interest rate of the Commercial Bank of Eritrea is high and thus, except the managers
of Dahlack Shoe Factory, they are not borrowing from the bank. However, they
indicated that low interest rate loans from the World Bank or other financing
institutions would have helped in buying machinery.
     The managers’ responses to the governance restructuring questionnaires indicated
that a change of ownership and a change of incentive system are relevant and critical
in creating value. The interviewees feel that the Government has neglected the
companies and there is no management incentive plan. Managers are allowed to make
operational decisions, but they are restricted from making long-term investment
decisions. Moreover, the interviewees indicated that there is a training need for
technical employees in leather technology and for marketing department staff in
export marketing.
    The evaluation of the financial data revealed that in general the footwear and
leather manufacturing enterprises studied created a value of 1 million Nakfa each year
during 1991/92-1997. The shoe manufacturing enterprises on average lost value while
the tanneries created value. The tanneries created higher values starting 1995, because
prior to that date the Government used to fix company prices.
     Increasing productivity and reducing cost through improved sourcing of materials
and its quality, modernisation of plants and the production process, as well as efficient
and effective management of enterprises can help in creating value in the FLI
enterprises studied.
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Figure A9-1 Structure of the Tanning Industry
Raw Materials
                             Small Skins                                                                    Hides
                          (Sheep and goats)                                                           (Bovine)
               Collection and Preservation                                  Collection and Preservation
                      Tanning                                                                Tanning
Pickle      Wet Blue       Crust      Finished                                       Wet Blue    Crust      Finished   Splits
Export                            Local Manufacturer            Export            Local Manufacturer
{Pickle     }                                                              {Wet Blue}
{Wet Blue}     to Tanneries                                         {Crust    }to Tanneries
{Crust     }
{finished}                                                                   Shoe uppers           Shoe uppers
                                                                                                                  (minors use)
Leather goods                                                           {Industrial }
Clothing                                                                     {clothing}
Shoe uppers (ladies)                Leather goods            {gloving}
Lining for shoes                       Clothing                                                           Industrial
Gloving                               Shoe uppers (ladies)                                               gloving
                                            Linings for shoe
Source: [Ministry of Trade and Industry, 1997, p. 58]
Pickled =   the stage of tanning where the hair is removed usually for sheepskins.
Wet Blue =  the next stage when lime is added to preserve the skin.
Crust       =   the third stage when the remaining flesh and fat proteins are removed.
 Finished =  the final stage when the skin is dyed and finished using chrome sulphate
                     and is converted to processed leather.
